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I. STATEMENT OF QUALIFICATIONS

My name is Michael J. Majoros, Jr. 1 am Vice President of Snavely King Majoros
O’Connor & Lee, Inc. (“Snavely King”), an economic consulting firm located at 1220 L Street,
N.W., Suite 410, Washington, D.C. 20005. I joined Snavely King in 1981. Prior to joining
Snavely King, I worked at Van Scoyoc & Wiskup, Inc. where I performed various management
and regulatory consulting projects in the public utility field, and Ermst & Emst, where I was a
member of the audit staff. Ireceived a degree in accounting from the University of Baltimore,
School of Business.

Snavely King was founded in 1970 to conduct research on a consulting basis on the rates,
revenues, costs and economic performance of regulated firms and industries. The firm has a
professional staff of 14 economists, accountants, engineers and cost analysts. Most of the firm’s
work involves the development, preparation and presentation of expert witness testimony before
Federal and state regulatory agencies. Over the course of the firm’s 33-year history, its members
have participated in over 600 proceedings before almost all of the state commissions and all
Federal commissions that regulate the public utilities, telephone and transportation industries.

Since joining Snavely King I have provided consultation specializing in accounting,
financial and management issues. I have testified in over 130 regulatory proceedings. A
significant number of these appearances have related to the subject of telecommunications and
public utility depreciation. Ihave negotiated for and/or represented various user groups in
fifteen of the Federal Communications Commission’s (“FCC’s”) three-way Triennial
Depreciation Represcription conferences. Ihave also participated in several regulatory

proceedings in which depreciation was an issuc that was ultimately settled.
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II. BACKGROUND AND SUMMARY OF DECLARATION

The purpose of this declaration is to address the depreciation expense issues raised in the
FCC’s TELRIC Notice of Proposed Rulemaking (“*NPRM™).!

In section II1, I will discuss certain depreciation fundamentals and explain that the ILECs
have a built-in incentive to project shorter depreciation lives. In section IV, I will demonstrate
that the FCC’s regulated projection lives remain appropriate for TELRIC. These lives are the
theoretically correct forward looking lives, they are the only unbiased estimate of depreciation
lives, and they are supported by the empirical evidence. Indeed, both depreciation reserve levels
and actual retirement experience show that the FCC lives are, if anything, too short. In section
V, I will demonstrate that financial book lives and planning lives remain inappropriate. These
methods have a built-in bias towards shorter lives, and, in fact are far too short as evidenced by
the same empirical evidence that supports the FCC lives. In section VI, T will discuss net
salvage. Iwill show that to the extent that the FCC adopts GAAP financial lives, despite the
strong reasons against doing so, it must also adopt the GAAP principle that prohibits including
negative salvage value in depreciation — which would substantially decrease depreciation
expenses. In fact, this principle should be adopted in any event. In section VII, I discuss
straight-line, accelerated, and decelerated depreciation, and conclude (1) that straight-line
depreciation should continue to be used, but that (2) if the Commission chooses to change from
the current straight-line depreciation method to accelerated depreciation methods for some

accounts, it must also recognize that decelerated methods may equally well be appropriate for

! Review of the Commission’s Rules Regarding the Pricing of Unbundled Network Elements and the Resale of
Service by Incumbent Local Exchange Carriers, WC Docket No. 03-173, Notice of Proposed Rulemaking
(“NPRM”), FCC 03-224, released September 15, 2003.
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other accounts. Finally, in section VIII, I will discuss the FCC’s questions with respect to early
retirements.

In sum, I demonstrate in this declaration that there is no valid reason to change
depreciation methods or lives for the purposes of TELRIC. If the Commission nevertheless
determines to make such changes, it must do so in a way that accounts for all the corresponding
changes that would be warranted by the method it adopts.

III. DEPRECIATION FUNDAMENTALS

The TELRIC NPRM states that, “there are two components of depreciation - the useful
life of the asset, and the rate at which the asset is depreciated over that useful life.” This
characterization is too simple. It ignores net salvage value, for example. In this section,
therefore, I provide an overview of the technical aspects of depreciation in order to provide a
basic understanding of the issues, and also discuss carriers’ incentives in setting depreciation
rates. I will start with a discussion of plant additions, retirements, and balances.

Telephone carriers record their plant investment activity in the individual plant accounts
set-forth in the FCC’s Uniform System of Accounts (“USOA”). Additions, retirements, and
balances relate to individual USOA accounts, such as that for poles. An annual addition is the
original cost of plant (asset) added to the account during the year. An annual retirement is the
original cost of an addition that had been made in a prior year and is now removed from service.
The net of these two items — additions less retirements — is added to the plant balance from the
beginning of the year and becomes the ending plant balance. That ending plant balance becomes

next year’s beginning plant balance, and the process repeats itself.

21d. 9 93.
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Depreciation expense is a charge to operating expense to reflect the recovery of the cost
of a carrier’s capital investment in plant and equipment. Telephone carriers’ depreciation rates
are based on three fundamental parameters: a service life, a dispersion pattern, and a net salvage
ratio. A service life is the period of time during which depreciable plant (and equipment) is in
service.” A dispersion pattern is a pattern of retirements around an average service life. Inthe
case of economic projection lives, this would be the pattern around the average life of new
additions to plant. Finally, net salvage value is the gross salvage for the property retired less its
cost of removal.* Dispersion patterns and net salvage values were ignored in the NPRM. The
latter in particular has significant consequences, as discussed in section VI below.

It bears mentioning that, given the capital intensity of the telephone industry, it is
impossible to track and depreciate every single asset that a carrier owns. Carriers own millions
of assets, represented by hundreds of millions of dollars of investment. Telephone depreciation
is, therefore, based on a group concept, which relies on averages of the service lives and
remaining lives of the assets within a specific group. The group characteristic, as well as the
dispersion patterns, add to the complexity of accurately determining depreciation.

Using the group concept, and the service-life, dispersion pattern, and net salvage ratio,
annual depreciation expense is calculated by applying a depreciation rate to plant balances. The
parameters are used in conjunction with the straight-line method and either the whole-life or
remaining life techniques. Telephone depreciation expense is typically calculated using the

straight-line method over service life, which results in an equal share of the cost being assigned

? Public Utility Depreciation Practices, August, 1996, National Association of Regulatory Utility Commissioners
(“NARUC"), p. 321.
*NARUC, p. 322.
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to expense each year over the service life of assets. The average remaining life technique is
based on aged plant and takes accumulated depreciation (prior collections) into consideration in
the calculation of the depreciation rate. Therefore, the remaining life technique is not
appropriate for TELRIC studies. UNE prices are based on new investment; they should reflect
the use of economic projection lives and the whole-life technique. Therefore, the NPRM asks
about a comparison of the straight-line method and accelerated depreciations methods, which
both use the whole-life technique. I discuss this comparison in detail in section VII below.

Once annual depreciation has been calculated using either the straight-line or accelerated
methods, the resulting expense (also called accrual) is included, just as any other expense, in the
revenue requirement and from there it is charged to the carrier’s customers. In this case, the
revenue requirement is a TELRIC price, and depreciation is an element of the capital cost
recovery factor used to develop that price.

Depreciation is a non-cash expense, in contrast to payroll expense, for example, which
involves the current outlay of cash. That is, depreciation does not involve a specific payment
during the year. Both depreciation and payroll are included as expenses in the income statement
and cost of service, but no cash flows out of the company for depreciation expense. Instead of
reducing the cash account, depreciation expense is recorded on the income statement as an
expense and simultaneously recorded on the balance sheet in the accumulated depreciation
account, which is, in turn, shown as an offset to plant in service. Accumulated depreciation is a
reduction to rate base.

Accumulated depreciation (sometimes called reserve) is, in essence, a record of the

previously recorded depreciation expense; therefore, at any point in time, the accumulated
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depreciation account represents the net accumulated amount of the original cost of assets and net
salvage that has been recovered to date. Accumulated depreciation can be considered a measure
of the depreciation recovered from ratepayers.

Depreciation is a legitimate expense, and it is appropriate to reflect depreciation in the
development of a regulated price. However, since it is based on a substantial amount of
judgment as to proper service lives and dispersion patterns, for example, and arcane analytical
procedures, methods and techniques such as the group concept, the measurement of depreciation
and the calculation of the expense leave substantial room for manipulation and thus must be
assessed carefully in an unbiased manner.

Furthermore, it must be remembered that in a regulated industry, it is in the carrier’s best
interest to maximize depreciation expense whenever possible. Since depreciation expense is
allowed as an element of the price, it produces a pure cash inflow to the carrier. Since there is no
corresponding cash expenditure (outflow), the cash is retained by the carrier to be used for any
purpose it chooses. In contrast, in unregulated companies and industries, depreciation does not
provide such a cash inflow, because in those cases only the market drives prices, not regulation.

Because carriers have an incentive to set depreciation too high, it 1s important to ensure
that depreciation is set in an unbiased manner. This includes the choice of service lives, which is
a significant focus of the NPRM. If these lives are too short, carriers will be able to recover too
much for depreciation and ratepayers will pay too much. The two tables below compare the
effect of accurate and inaccurate service lives. Table 1 illustrates a straight-line, whole-life

depreciation rate, assuming a 10-year average service life and zero (“0”) percent net salvage.
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Table 1

Straight-Line Whole-Life Rate
Assuming 10-Year Life and 0% Net Salvage

1000/0-!00/0 ! =10.0%

10 yrs.

December 16, 2003

Each year the 10.0 percent rate would be applied to plant in service to produce an annual

depreciation expense. In depreciation analysis it is axiomatic that the shorter the life, the higher

the resulting depreciation rate. The following table shows the impact of a shorter life.

Table 2

Impact of Reducing a Life From 30 Years to 10 Years

30 year life = 100%/30 = 3.3%

10 year life = 100%/10 = 10.0%

If the life should have been 30 years, the rate would have been 3.3 percent rather than 10 percent.

The shorter the life, the higher the rate. If the life is too short, the resulting rate is obviously

E£XCESSIVE,

An excessive depreciation rate is one that produces more depreciation expense than is

necessary to return a company’s capital investment over the life of the asset. The concept of

excessive depreciation was explained as follows by the U.S. Supreme Court in a landmark 1934

decision, Lindheimer v. Illinois Bell Telephone Company:

If the predictions of service life were entirely
accurate and retirements were made when and as
these predictions were precisely fulfilled, the
depreciation  reserve  would  represent  the
consumption of capital, on a cost basis, according to
the method which spreads that loss over the
respective service periods. But if the amounts
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charged to operating expenses and credited to the
account for depreciation reserve are excessive, to
that extent subscribers for the telephone service are
required to provide, in effect, capital contributions,
not to make good losses incurred by the utility in
the service rendered and thus to keep its investment
unimpaired, but to secure additional plant and
equipment upon which the utility expects a return.

Confiscation being the issue, the company has the
burden of making a convincing showing that the
amounts it has charged to operating expenses for
depreciation have not been excessive. That burden
is not sustained by proof that its general accounting
system has been correct. The calculations are
mathematical, but the predictions underlying them
are essentially matters of opinion. They proceed
from studies of the behavior of large groups of
items. These studies are beset with a host of
perplexing problems. Their determination involves
the examination of many variable elements and
opportunities for excessive allowances, even under
a correct system of accounting, [are] always
present. The necessity of checking the results is not
questioned.  The predictions must meet the
controlling test of experience.’

December 16, 2003

As I show in what follows, the FCC lives, but not the ILECs’ financial lives, meet the test

of experience. The FCC lives result in relatively accurate (if somewhat too high) depreciation

rates. But the financial lives result in excessive depreciation rates, which produce excessive

depreciation expense. If an excessive depreciation rate is applied to the plant balance, it results

in excessive depreciation expense. Since depreciation expense flows dollar-for-dollar into the

TELRIC price, excessive depreciation expense results in an excessive price.

3 Lindheimer v. Hlinois Bell Telephone Company, 292 U.S. 151, 168-170 (1934) (emphasis added; footnote

deleted)
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IV. FCC REGULATED PROJECTION LIVES REMAIN APPROPRIATE FOR
TELRIC CALCULATIONS

The Commission states in the TELRIC NPRM that, “the issue of asset lives is one where
we believe more guidance from the Commission would be helpful to state commissions....and
therefore the NPRM provides an opportunity for parties to present evidence to support such
guidance.”®

A. The FCC Has Properly Concluded That Its Safe Harbor Lives Are Forward
Looking Lives

The guidance the FCC should give is that states should use the FCC’s “safe harbor”
regulatory depreciation lives. The NPRM focuses on the tension and differences between two
sets of lives: the Commission’s “safe harbor” regulatory depreciation lives versus the LEC’s
financial reporting lives. The FCC’s “safe harbor” lives are forward-looking economic
projection lives, and are a much more accurate estimate of such lives than financial lives.

The FCC’s rules require that only forward-looking costs be used in setting interconnection
prices.” This requires the use of economic depreciation rates,® which are based on the expected
revenue-producing life of newly placed plant.” In telephone depreciation nomenclature, such
plant lives are termed “projection lives” to differentiate them from “remaining lives™ and

“average service lives,” which reflect past plant placements and are used to develop embedded

® NPRM 9 97.

7 FCC Implementation of the Local Competition Provisions in the Telecommunications Act of 1996, CC Docket No.
96-98, First Report and Order, FCC 96-325, released August 8, 1996 (“First Report and Order™), Appendix B
(“Rules”), §51.505 (a).

® Rules, §51.505 (b) (3).

The NARUC Depreciation Practices Manual defines “Economic Life” as “The total revenue

producing life of an asset.” NARUC, p. page 318. It defines “Projection Life” as “The average

life expectancy of new additions to plant.” NARUC, p. 322.
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plant depreciation rates. Because they are forward-looking, economic projection lives are
therefore by definition appropriate for use in TELRIC studies.

The FCC’s current “safe harbor” lives are precisely these forward-looking economic
projection lives. The FCC has aiready noted that in 1980 it “departed from its previous practice
of relying largely on historical experience to project equipment lives and began to rely on
analysis of company plans, technological developments, and other future-oriented studies.”'® In
1995, the FCC reaffirmed its forward-looking orientation in connection with the simplification of
its depreciation represcription practices. The FCC prescribed a range of projection lives (safe
harbor lives) that could be selected by carriers for prescription on a streamlined basis. Because
these lives were explicitly based on “company plans, technological developments, and other
future-oriented studies,” they already are economic projection lives.

The FCC stated that these ranges were based on “statistical studies of the most recently
prescribed factors. These statistical studies required detailed analysis of each carrier’s most
recent retirement patterns, the carriers’ plans, and the current technological developments and
trends.”'! In 1999, the FCC completed a review of these ranges and updated them as
appropriate. 12 The FCC stated:

These ranges can be relied upon by federal and state
regulatory commissions for determining the
appropriate  depreciation factors for use 1n

establishing high cost support and interconnection
and UNE prices."”

'® FCC, 1998 Biennial Regulatory Review-Review of Depreciation Requirements for Incumbent Local Exchange
Carriers, CC Docket 98-137, Report and Order, FCC 99-397, released December 30, 1999 (“1999 Update™), § 5.

"' In re Simplification of the Depreciation Prescription Process, CC Docket No. 92-296 (Prescription Simplification
?roceeding), Third Report and Order, FCC 95-181, released May 4, 1995, 11.

%1999 Update, Y 14.

B 14. 9 34.

10
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Indeed, the FCC further stated:
In adopting a forward-looking mechanism for high-
cost support, we found that depreciation expense
calculations based on the Commission’s prescribed
projection lives and salvage factors represent the
best forward-looking estimates of depreciation lives
and net salvage percentages.14

B. The Safe Harbor Lives Remain Forward Looking

Despite these prior pronouncements and the indubitably forward-looking nature of the
prescribed safe harbor depreciation lives, the FCC now seems to indicate in the NPRM that these
lives may no longer be forward looking for either theoretical or empirical reasons. However, any
reasonable interpretation of the evidence continues to support the forward-looking nature of the
FCC’s asset lives.

The NPRM poses several specific questions aimed at determining whether the
Commission’s safe harbor depreciation lives remain appropriate. Specifically, the Commission
asks whether safe harbor lives reflect competition and technology assumptions under a forward-
looking costing methodology.'® As I explained above, for over twenty years the FCC has used
estimates of future trends and ILEC plant retirement plans to help it determine the depreciation
lives. The FCC stopped relying primarily on historical indicators in 1980. Given this
philosophical and methodological shift in the determination of depreciation lives, the current
“safe harbor” lives are forward-looking economic lives and have anticipated the effect of

competitive and technological change for over two decades. My empirical analysis of current

¥ FCC, United States Telephone Association’s Petition for Forbearance from Depreciation Regulation of Price Cap
Local Exchange Carriers, ASD 98-91, Memorandum Opinion and Order, FCC 99-397, released December 30, 1999
{“USTA Order™), 1 61 (emphasis added).

'> NPRM 1 101.

11
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plant lives and trends, below, corroborates that the FCC lives continue to be forward-looking
estimates of depreciation lives.

The TELRIC assumption of instantaneous entry does not alter the appropriateness of the
FCC’s forward-looking depreciation lives. Indeed, as explained above, those lives are by
definition appropriate in a TELRIC study because they are based on the projected lives of new
plant. TELRIC attempts to replicate markets in which prices are discplined by the threat of
competitive entry. In such markets, newer, better technology would induce a revaluation of
competitive assets. But that is also true in a non-competitive market, even though in both
competitive and non-competitive markets the embedded technology might continue to be used.
The life of the assets 1s determined by the rapidity of technological change, not by the degree of
competition. In highly competitive markets with little technological change, for example,
economic lives remain long. In uncompetitive markets with high degrees of technological
change, economic lives are generally short (except where the technological change extends the
lives of existing equipment). Thus, TELRIC assumptions do not change the projected economic
lives for new plant.

The Commission asks whether the validity of FCC asset lives depends in part on whether
the Commission retains a scorched node approach to network design or instead adopts its
tentative conclusion that forward-looking costs should more closely account for real-world
attributes of the routing and topography of an ILEC’s network. The validity of FCC asset lives
does not depend on its retention of a scorched node approach. It is my understanding that any

good TELRIC study, whether using scorched node or not, will account for real world attributes

12
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of routing and topography. Altering the scorched node approach, therefore, would at most alter
the way in which this is done. This should have no relationship to depreciation calculations.

In addition to the theoretical questions concerning the impact of TELRIC assumptions,
the Commission further asks the empirical question of whether the FCC’s safe harbor lives are
still accurate, given the passage of time.'® In 1999, the Commission updated the safe harbor
lives and made one change. I am unaware of developments that would warrant additional
changes. And surely if there had been such changes the ILECs would have brought them to the
Commission’s attention. The ILECs have always been free to file new depreciation studies to
make a showing to the FCC that the current lives are outdated or otherwise inaccurate. That they
have not even attempted to do so shouid serve as strong evidence that even the ILECs believe
that these lives are not truly understated.

To the extent the FCC is nonetheless concerned that its safe harbor lives are “dated,” then
it should update them with current versions of the same types of studies upon which they are
now based, which as discussed above would include both current and planned retirements, and
information on trends in technology and equipment prices. The FCC should require all major
carriers to file traditional depreciation studies, as specified in its most recent Depreciation Study
Guide these studies would then be subject to rigorous review and challenge. While projections
of depreciation lives inherently contain some imprecision, only such an approach results in an
unbiased determination of the most reasonable projections. An unbiased determination of
projected lives is far more reliable than one bought and paid for by the ILECs, such as the

Technology Futures, Inc. (TFI) studies they typically use to support their financial lives is

¥ 1d.

13
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apparent from examining the empirical evidence which shows the FCC lives are generally much
more accurate than the alternatives (although they are still conservatively short).

The NPRM asks how relevant, if at all, are an ILEC’s depreciation reserves, the actuat
retirement experience of an ILEC, or its projected investment plans for the near future.”” All of
these are relevant and all of them warrant consideration in the setting of asset lives. As
demonstrated below, consideration of each of these factors supports the continued use of the
current regulatory depreciation lives.

C. Reserves

Recent trends in depreciation reserve levels in the industry and for the BOCs provide
empirical evidence that the projection lives prescribed by the FCC have been forward-looking.
As the FCC has recognized, “[t]he depreciation reserve is an extremely important indicator of the
depreciation process because it is the accumulation of all past depreciation accruals net of plant
retirements. As such, it represents the amount of a carrier’s original investment that has already
been returned to the carrier by its customers.”'®

The FCC’s recognition of the reserve level as an indicator of the depreciation process can
best be understood by examining a steady state example. A “steady state” is a condition in
which plant additions are continuously equal to retirements. Thus, when plant balances have
reached a steady state they do not change with normal plant activity.

Assume that we start with a stable environment in which the average age of plant is 10

years and the expected life of plant is 30 years. With a 30 year life and a steady state, 1/30 of the

"1d. 9 99.
' FCC, Report on Telephone Industry Depreciation, Tax and Capital/Expense Policy, Accounting and Audits
Division, April 15, 1987 (“AAD Report”), at 5-6.

14
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plant (3.3 percent) will be retired each year and an equal amount of new plant will have to be
added to maintain the steady state. If depreciation lives have been set correctly at 30 years, the
straight-line accrual rate will also be 1/30 (3.3 percent), as the net book value of the plant
declines by 1/30 each year. In this example, the reserve level is stable at 33 percent of plant in
service (10 years/30 years).'” The reserves are the amount of plant that has already been
depreciated (and, in a regulated industry, paid for by customers). In this exampie, ten years of
plant have been depreciated on average, which is 1/3 of the value of the plant in service.

As we vary these factors, we can see the effect on the reserve level. If the reserve levels
decrease over time, it is generally a sign that projected depreciation lives have been set too short
unless plant additions have increased. For example:

. The reserve level could go down without any
implication for depreciation lives if the add rate were to
increase above 3.3 percent. In that case, reserves would
go down not because plant had been depreciated too
rapidly but because the average age of plant would
similarly represent a lower percentage of its expected
life.

. In contrast, if the reserve level went down, because the
retirement rate increased above 3.3 percent, this would

be a cause for concem, since it would indicate that the

1 Depreciation Reserve will stabilize at 33 percent assuming a triangular (straight-line) mortality curve. See Notes
for Engineering Economics Courses, American Telephone and Telegraph Company, Engineering Department, 1966,
at 121.

15
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expected life of plant is shorter than previously
expected. If the expected life is shorter, the average age
of plant would represent a higher percent of its
expected life, and the reserve should be higher, not
lower, than 33 percent.

. Similarly, if the reserve level went down because the
accrual rate were increased above the actual accrual rate
of 3.3 percent, this would raise a concern that
depreciation was too fast. The reserve level would go
up because plant would be depreciated more quickly.
This would not be appropriate absent a reduction in the
expected life of the plant, since it would indicate that
the average age of plant is more than 10 years without
any change in the actual average age.

In summary, a declining reserve percentage would be a reason for concern that
depreciation is too fast, absent indications that it is merely the result of growth in plant. On the
other hand, a rising reserve percent is generally a positive sign that the depreciation process is
working well. Indeed, absent indications that the expected life of plant is decreasing, it might be
a sign that accrual rates are too high.

Attachment 1 to this declaration displays reserve levels and other plant rates since 1946

for all LECs providing full financial reports to the FCC. As shown on Page 1 of Attachment 1,

16
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reserve percents decreased steadily following World War II due to industry growth. These
declines continued throngh the 1970’s due in part to accrual rates that were too low.”’

As shown on Page 1 of Attachment 1, however, the FCC’s change to forward-looking
depreciation practices in the early 1980s resulted in a dramatic rise in reserve levels after 1980.
The composite reserve level rose from 18.7 percent in 1980 to an historic high of 53.8 percent in
2001. Attachment 2 confirms that these national trends apply also to the BOCs as a group. The
depreciation reserve level for all the BOCs has risen from 38.9 percent in 1992 to 56.9 percent in
2002. This track record indicates that the depreciation process is, at a minimum, resulting in
adequate depreciation accruals, and that the FCC’s projection life estimates have been forward-
looking and unbiased. Indeed, the FCC projection lives may have been too short. This is
because the FCC’s lives have anticipated a vast acceleration in retirements relative to actual
historical experience, but to date at least, these accelerated retirements have not begun.

Confirmation of the forward-looking nature of current FCC prescription rates can also be
gained by comparing the 2001 accrual rate of 6.8 percent to the 2001 retirement rate of 2.7
percent.”! The prescription of an accrual rate much higher than the current retirement rate
indicates an expectation that the retirement rate will be much higher in the future. If the FCC
were prescribing depreciation rates based upon historical indicators, it would be prescribing
depreciation rates in the range of 3 to 5 percent. But, again, depreciation lives have so far been

longer than the FCC anticipated because retirement has not increased above historic levels.

2 AAD Report at 7.
1 See Attachment 1, page 4, Column 1 versus Column k.
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D. Actual Retirement Experience

In addition to reserve levels, which are a point-in-time indicator of accruals versus actual
retirement experience, it is possible to more directly assess the LECs’ actual retirement
experience. Such direct assessments also demonstrate that the FCC lives are, if anything, too
short.

First, it must be recognized that actual retirement experience is a particularly good way of
determining the accuracy of the FCC lives, as the LECs’ actual investment and retirement
experience reflects their direct response to equipment price, efficiency, technological and
competitive changes. As shown in Attachment 1, retirement rates for all reporting ILECs were
only 2.7 percent in 2001. Attachment 2 demonstrates that the BOC retirement rates were only
3.7 percent in 2002. These are actually lower than would be expected based on the FCC lives
from which one would expect retirement rates of 6.8 percent (assuming a steady state, based on
the FCC’s composite accrual rate of 6.8%). The fact that LECs are retiring less plant that would
be expected based on FCC lives shows that the plant is lasting longer than the FCC anticipated.
Thus, the FCC lives are certainly not too long; if anything, they are too short.

Further empirical evidence that the FCC’s prescribed lives are not too long can be gained
by comparing them to the current life indications for the BOCs’ major accounts. Attachment 3
makes this comparison based upon a series of Geometric Mean Turnover (“GMT”) studies,
which are based on many more data points than LEC retirement reports discussed above, for
which two years of data are provided. Like the retirement reports, the GMT studies also show

that the FCC lives are generally shorter than the BOCs’ actual retirement experience.
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A GMT study is one of the “turnover” methods of life analysis, which in turn study plant
additions and retirements, regardless of their age, in relation to plant balances. The GMT
method is an alternative to the historical mortality studies that the BOCs used to file at the FCC,
but, unlike those studies, is based on publicly available data. It is a widely accepted method that
1s set forth in the NARUC manual. If the BOCs were to submit new studies using their historical
mortality methodology, they would almost certainly yield similar — and perhaps longer — results
than those from the GMT method.

The GMT method, which provides average life indications, makes certain simplifying
assumptions which I will explain for sake of completeness. These are not controversial. The
GMT method assumes the account balance is growing uniformly and the dispersion (i.¢., pattern)
of retirements is the same for each vintage. Tumover analysis is based upon the general theory
that the time it takes the plant to “turnover” (i.e., the time it takes retirements to exhaust a
previous plant balance) is a measure of its service life. The GMT method is a simplified form of
the Asymptotic method.”

The Asymptotic method proposes that a life estimate may be obtained using the limiting
values, or asymptotes, of the additions and retirement ratios. This method assumes that the
account has stabilized and the balances are either constant or changing at a constant rate.> The
life estimate is the reciprocal of the geometric mean of the limiting value of the additions and

retirements ratios, as show below:

* Both the Asymptotic and GMT methods were developed by Joseph Jeming, NARUC Manual, pages 89-91.
2 1d. p. 89. (foomote deleted.)
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Life estimate = 1

Jar

where “a” is the limiting value of the additions ratios (additions ratios =
additions/plant balances),

where “r” is the limiting plant value of the retirements ratios
(retirements/plant balances).

And the values for a and r are estimated by determining additions and
retirements ratios each year and fitting each to a curve.”

The GMT method was developed as a simplification of the Asymptotic method to be
applied when the best fit to the ratios is a straight line. The method assumes the growth rate and
average life have remained fairly constant for at least one life cycle (roughly twice the average
life). The life estimate is the reciprocal of the geometric mean of the additions and retirements
ratios over a period of years:

Life estimate = 1

Jar

where a = the average additions ratio
where r = the average retirements ratio

If the plant is static (i.e., zero growth, or steady state), “a” is equal to “r” and the life indication is
the reciprocal of either value.

The presence of erratic annual ratios may force the consideration of cumulative data.
This modification is also used when r > a. An alternative to using cumulative data over the

entire history is to accumulate data over short intervals, e.g., at least ten separate intervals of

* Id. pages 89-90.
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three to five years each. If the data are highly irregular, this modification may succeed in
indicating trends, but not a reliable life indication.®

Attachment 3 calculates the GMT life indications for a 1990 to 2002 base period and ten
consecutive bands, of three years each, within the base period. Both the base period indications
and the banded indications are plotted on “worm charts” to highlight any trends.”® The FCC’s
prescribed ranges are shown on each account’s worm chart.

The following table compares the FCC’s prescribed range to the latest GMT life

indications for the major accounts of the BOCs:

FCC RANGE LATEST
Low High  GMT LIFE
All Accounts N/A N/A 18
Digital Switching 12 18 17
Circuit 11 13 15
Aerial Cable 20 26 32
Underground Cable 25 30 48
Buried Cable 20 25 29

Most of the current life indications exceed the high point of the FCC’s range.

Attachments 4 through 7 provide the same analysis for the BOCs on an individual basis.
These studies suggest lives equal to or longer than the FCC lives. These fairly straightforward
analyses, using actual addition and retirement data, thus demonstrate that the current FCC lives
are if anything conservatively short. To date, the FCC’s projections have been shorter than

actual lives have tumed out to be,

¥ 1d. pages 90-91.
* Worm Chart is a term of art for a table plotting consecutive life indications.
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V. FINANCIAL BOOK LIVES REMAIN INAPPROPRIATE FOR TELRIC
CALCULATIONS

It has been my experience that the LECs, whether in TELRIC proceedings or base rate
revenue requirement proceedings, point to the lives they use for financial reporting as the
appropriate lives for regulatory purposes because they are “GAAP lives.” The NPRM raises
many questions concerning GAAP lives, but before attempting to answer those questions, I will
provide my opinion and understanding of the nature of GAAP lives.

GAAP stands for Generally Accepted Accounting Principles. GAAP lives are the lives
estimated by companies’ management, subject to assessment by auditors, for use in financial
statements. The primary basis of GAAP lives is the optnion of management. Although public
accounting firms audit companies’ annual reports, they merely provide their opinion that
management’s use of those life estimates present fairly, in all material respects, the annual
depreciation expense in conformance with GAAP - in other words that the depreciation expense
is a systematic and rational allocation of expenses over the useful life of company assets. The
auditors specifically do not say that those lives are correct or accurate, because they are aware
that they are merely estimates.

The concept of a GAAP life therefore is a misnomer.”” Any reasonably well-supported
lives could be GAAP lives. If an ILEC’s management selected the FCC lives to use for
estimates, for example, these lives themselves would be approved by auditors as having a

reasonable basis and would then themselves be “GAAP lives.” But none of the ILECs have

%" Certified Public Accountants would no more attest to the accuracy, precision or correctness of management’s life
estimates than they would attest to any individual number in the financial statements. It is disingenuous to refer to
the lives used by LECs to calculate their financial book depreciation expense as GAAP lives, because to do so
suggests some level of attestation on behalf of the independent auditors which does not exist.
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chosen the FCC lives to present to auditors. Instead, they have chosen much shorter lives,
generally lives derived from a series of studies, developed by Technology Futures, Inc. (*“TFI”)
and financed by the industry.

In a regulated industry, the ILECs have the incentive to advocate for short lives because
they can then use these lives as a justification for higher rates. The auditors then approve these
lives in part because they have what appears to be a reasonable basis in a study, and in part based
on the conservatism principle, which holds “that when alternative expense amounts are
acceptable, the alternative having the least favorable effect on net income should be used.””*

But while conservatism helps protect investors by “ensur[ing] that a company does not
present a misleading picture of its financial condition and operating results by, for example,
overstating its asset values or overstating its earnings,” it ““does not offer adequate protection for
ratepayers,” because it may lead to the choice of shorter lives even when longer lives would be
more accurate. /d.*° Indeed, there have been repeated demonstrations that the TFI lives are far
too short. For example, the original TFI forecasts predicted that there would be no more copper
in the ground by 2010 — an estimate that has been revised upward in every subsequent TFI study.
As a result, the FCC has found that TFI lives have not been shown to be accurate.™

The problem would only grow worse if the FCC were to decide to rely on GAAP lives
for the purpose of setting TELRIC rates. At that point, ILEC management would have a

significant additional incentive to choose very short lives. And their would be nothing in GAAP

2 Prescription Simplification, Report and Order, FCC 93-452, released Oct. 20, 1993, at 46.

* The Commission asks whether compliance with GAAP results in a systematic bias. The answer is “yes” with
respect to the LEC’s financial reporting lives. Given two estimates, GAAP would generally support the shorter
estitnate as a result of the “conservatism” principle. If auditors are presented with a choice between the FCC’s lives
and the TFI lives, the “conservatism” principle will support the use of the TFI lives because they are shorter.

0 1998 Biennial Regulatory Review, CC Docket 98-137, Report and Order, FCC 99-397 released December 30,

1999 ¢ 16.
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that would preclude them from doing so. Because of the conservatism principle and because the
very uncertainty of estimates of depreciation lives leaves management a wide range of rates from
which they could “reasonably” choose, the auditors would likely approve such super-short rates.

For just these reasons, the Commission has on numerous occasions rejected the use of
asset lives reflected in financial reporting.®' It did, however, permit incumbent LECs to seek
waivers that would allow them to use financial book lives,” but no LEC has yet sought a waiver
under these rules, perhaps realizing that they could not show that GAAP lives would be more
accurate.™

The FCC has been reluctant to rely on financial reporting lives because GAAP might
permit companies to adopt depreciation methods that result in excessive depreciation.™ The
Commission now asks in the NPRM whether its reluctance is warranted in the context of UNE
ratemaking.”> The Commission’s reluctance remains warranted for the very reasons that it has
rejected the LEC’s financial book lives in the past. They have consistently been used to attempt
to support shorter lives, and thus higher telephone prices. The shorter lives are demonstrably
wrong and understated, and the studies on which they have relied to date have been rejected on
NUMEToUS 0CCasions.

The NPRM asks whether pressure from financial markets will ensure that asset lives are

estimated accurately.’® The financial markets are not in the business of studying asset lives.

' NPRM 96, The FCC has consistently rejected financial book lives. See, for example, Prescription
Simplification, Report and Order, FCC 93-452, released OQctober 20, 1993, 1 46 1998 Biennial Regulatory Review,
CC Docket No. 98-137 (rel. Dec, 30, 1999) at 9 48, and Universal Service Inputs Order, at 429,

2 1d.

¥ 1d.

1d. 7 98.

PId.

*1d.
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Furthermore, current financial markets tend to rely on cash flow (“EBITDA”), and depreciation
is non-cash. Thus, neither GAAP nor financial markets should have any significant influence on
the lives to be used in TELRIC studies.

V1. THE COMMISSION SHOULD ADDRESS NET SALVAGE

As discussed above, the FCC established a “safe harbor” range of lives. At the same
time, the Commuission established safe harbor net salvage values. Many of these are negative,
meaning the cost of removing the plant at the end of its economic life is more than the plant can
then be sold for. Under the Commission’s rules, the cost of removal {(above and beyond the
salvage value) can be depreciated in addition to the value of the plant itself. This is s0 even if
the ILEC would not in fact remove the plant because the salvage value is negative and there is no
independent reason to remove the plant. And in December 20, 2002, the Commission
determined that this would remain so even though GAAP rules (Financial Accounting Standards
No. 143) now prohibit including negative salvage value in depreciation when there is no legal
obligation to remove the assets.”’

The NPRM suggests the possibility of moving towards GAAP lives, or shortening lives
in other ways, but it does not discuss revision of the rules regarding net salvage values or of the
safe harbors for net salvage values. This is a critical omission. If the FCC were to move towards
use of GAAP lives, there is no reason not to also move towards GAAP principles with respect to
salvage value. Indeed, unlike the lives the ILECs have adopted under GAAP, which are

demonstrably inaccurate, the GAAP principles with respect to salvage value make eminent

" The Commission stated that it’s “rules account for the cost of asset retirements as part of the net salvage estimates
included in the calculation of depreciation rates ...”, and “the Commission’s accounting rules and prescribed
depreciation rates include the cost of plant removal in depreciation whether or not an actual obligation exists.” FCC
Docket WCB/Pricing 02-35, December 20, 2002,
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sense. The ILECs should not be able to recover for removing plant that they do not remove — or
that, if they do remove, costs far less to remove than the FCC safe harbors suggest.

The problems with the existing salvage rules have significant consequences. Indeed,
even assuming that some salvage value could be recovered, the effect of net salvage ratios that
are too negative can be significant. If, for example, a negative 50 percent ratio were assumed but
a 5 percent ratio were correct {(assuming it were appropriate to account for negative net salvage at
all), the effect would be substantial, The next table shows the impact on depreciation rates of
increasing the cost of removal ratio:

Table 3

Impact of Increasing Cost of Removal Ratio From -5% to -50%

-5% ratio = 100%-(-5%)/10=10.5 %
-50% ratio = 100%-(-50%)/10 = 15.0 %
Increasing a cost of removal ratio from -5% to -50% increases the depreciation rate from
10.5% to 15.0%. If the -50% cost of removal ratio is not supportable, the resulting 15.0%
depreciation rate is excessive. The combination of understated lives and overstated cost of

removal ratios compounds the excessive depreciation rate problem.

Some recent SEC filings from each of the RBOCs (their most recent SEC Form 10-Qs)
make clear that the use of negative salvage values has inflated their depreciation costs by billions

of dollars.’® These companies are recording significant gains and reducing depreciation rates as

* Qwest Communications has not vet filed their 2002 10-X or 10-Q reports for this year. The information for
Qwest was taken from the 2002 Qwest Communications International Inc. 10-K report.
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a result of their prior inclusion of excessive cost of removal allowances in depreciation rates,
when 1n fact they often were not removing the plant at all.

SBC Communications Inc.

On January 1, 2003, we adopted Statement of
Financial Accounting Standards No. 143, “Accounting for
Asset Retirement Obligations” (FAS 143). FAS 143 sets
forth how companies must account for the costs of removal
of long-lived assets when those assets are no longer used in
a company’s business, but only if a company is legally
required to remove such assets. FAS 143 requires that
companies record the fair value of the costs of removal in
the period in which the obligations are incurred and
capitalize that amount as part of the book value of the long-
lived asset. To determine whether we have a legal
obligation to remove our long-lived assets, we reviewed
state and federal law and regulatory decisions applicable to
our subsidiaries, primarily our wireline subsidiaries, which
have long-lived assets. Based on this review, we concluded
that we are not legally required to remove any of our long-
lived assets, except in a few minor instances.

However, in November 2002, we were informed
that the SEC staff concluded that certain provisions of FAS
143 require that we exclude costs of removal from
depreciation rates and accumulated depreciation balances in
certain circumstances upon adoption, even where no legal
removal obligations exist. In our case, this means that for
plant accounts where our estimated costs of removal exceed
the estimated salvage value, we are prohibited from
accruing removal costs in those depreciation rates and
accumulated depreciation balances in excess of the salvage
value. For our other long-lived assets, where our estimated
costs of removal are less than the estimated salvage value,
we will continue to accrue the costs of removal in those
depreciation rates and accumulated depreciation balances.

Therefore, in connection with the adoption of FAS
143 on January I, 2003, we reversed all existing accrued
costs of removal for those plant accounts where our
estimated costs of removal exceeded the estimated salvage
value. The noncash gain resulting from this reversal was
53,684, net of deferred taxes of $2,249 {85.9 billion pre-
tax], recorded as a cumulative effect of accounting change
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on the Consolidated Statement of Income as of January 1,
2003.”°

BeliSouth Corporation

Effective January 1, 2003, we adopted SFAS No.
143, “Accounting for Asset Retirement Obligations”
(SFAS No. 143). This statement provides the accounting
for the cost of legal obligations associated with the
retirement of long-lived assets. SFAS No. 143 requires that
companies recognize the fair value of a liability for asset
retirement obligations in the period in which the obligations
are incurred and capitalize that amount as part of the book
value of the long-lived asset. SFAS No. 143 also precludes
companies from accruing removal costs that exceed gross
salvage in their depreciation rates and accumulated
depreciation balances if there is no legal obligation to
remove the long-lived assets. For our outside plant
accounts, such as telephone poles and cable, estimated cost
of removal does exceed gross salvage.

Although we have no legal obligation to remove
assets, we have historically included in our group
depreciation rates estimated net removal costs associated
with these outside plant assets in which estimated cost of
removal exceeds gross salvage. These costs were reflected
in the calculation of depreciation expense, which results in
greater periodic depreciation expense and the recognition in
accumulated depreciation of future removal costs for
existing assets. When the assets are actually retired and
removal costs are expended, the net removal costs are
recorded as a reduction to accumulated depreciation.

In connection with the adoption of this standard, we
were required to remove existing accrued net costs of
removal in excess of the related estimated salvage from our
accumulated depreciation for those accounts. The
adjustment is reflected in the first quarter income statement
as a cumulative effect of accounting change adjustment and
on the balance sheet as an increase to net plant and
equipment of 31,334 [pre-tax gain] and an increase to

** $BC Communications Inc., September 30, 2003 Form 10-Q report, Notes to Consolidated Financial Statements
(Unaudited), 1. Summary of Significant Accounting Policies, Depreciation Accounting (emphasis added).
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deferred income taxes of $518. The cumulative effect of the
change increased net income by $816 or 30.44 per share
for the nine months ended September 30, 2003 Ao

QOwest Communications International, Inc.

On January 1, 2003, we adopted SFAS No. 143,
“Accounting for Asset Retirement Obligations” (“SFAS
No. 143”). This statement addresses financial accounting
and reporting for obligations associated with the retirement
of tangible long-lived assets and the associated asset
retirement costs, generally referred to as asset retirement
obligations. SFAS No. 143 requires entities to record the
fair value of a legal liability for an asset retirement
obligation required to be settled under law or written or oral
contract. If a reasonable estimate of fair value can be
made, the fair value of the liability shall be recognized in
the period it is incurred, or if not, in the period a reasonable
estimate of fair value can be made. This cost is initially
capitalized and then amortized over the estimated
remaining useful life of the asset. We have determined that
we have legal asset retirement obligations associated with
the removal of a limited group of long-lived assets and
recorded a cumulative effect of a change in accounting
principle charge upon adoption of SFAS No. 143 of
$28 million (liability of $43 million net of an asset of
$15 million) in 2003.

Prior to the adoption of SFAS No. 143, we have
included in our group depreciation rates estimated net
removal costs (removal costs less salvage). These costs
have historically been reflected in the calculation of
depreciation expense and therefore recognized 1in
accumulated depreciation. When the assets were actually
retired and removal costs were expended, the net removal
costs were recorded as a reduction to accumulated
depreciation. While SFAS No. 143 requires the recognition
of a liability for asset retirement obligations that are legally
binding, it precludes the recognition of a liability for asset
retirement obligations that are not legally binding.
Therefore, upon adoption of SFAS No. 143, we reversed
the net removal costs within accumulated depreciation for

4 BellSouth Corporation, September 30, 2003 Form 10-Q report, Notes to Consolidated Financial Statements
(Unaudited), Note D — Changes in Accounting Principle, Asset Retirement Obligations (emphasis added).
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those fixed assets where the removal costs exceeded the
estimated salvage value and we did not have a legal
removal obligation. This resulted in income from the
cumulative effect of a change in accounting principle of
$365 million [post-tax] in 2003.*

Yerizon Communications Inc.

Effective January 1, 2003, we adopted SFAS
No. 143, “Accounting for Asset Retirement Obligations.”
This statement provides the accounting for the cost of legal
obligations associated with the retirement of long-lived
assets. SFAS No. 143 requires that companies recognize
the fair value of a lability for asset retirement obligations
in the period in which the obligations are incurred and
capitalize that amount as part of the book value of the long-
lived asset. We have determined that Verizon does not
have a material legal obligation to remove long-lived assets
as described by this statement. However, prior to the
adoption of SFAS No. 143, we included estimated removal
costs 1n our group depreciation models. These costs have
increased  depreciation expense and accumulated
depreciation for future removal costs for existing assets.
These removal costs were recorded as a reduction to
accumulated depreciation when the assets were retired and
removal costs were incurred.

For some assets, such as telephone poles, the
removal costs exceeded salvage value. Under the
provisions of SFAS No. 143, we are required to exclude
costs of removal from our depreciation rates for assets for
which the removal costs exceed salvage. Accordingly, in
connection with the initial adoption of this standard on
January I, 2003, we have reversed accrued costs of
removal in excess of salvage from our accumulated
depreciation accounts for these assets. The adjustment was
recorded as a cumulative effect of an accounting change,
resulting in the recognition of a gain of approximately
$3,499 million (82,150 million after-tax). Effective
January 1, 2003, we began expensing costs of removal in
excess of salvage for these assets as incurred. The impact
of this change in accounting will result in a decrease in

*! Qwest Communications International Inc., December 31, 2002 Form 10-K report, pages 69-70, Management’s
Discussion and Analysis of Financial Condition and Results of Operations, New Accounting Standards (emphasis
added).
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depreciation expense and an increase in cost of services and
42
sales.

Sprint Corporation

Sprint adopted Statement of Financial Accounting
Standard (SFAS) No. 143, Accounting for Asset
Retirement Obligations, on January 1, 2003. This standard
provides accounting guidance for legal obligations
associated with the retirement of long-lived assets that
result from the acquisition, construction or development
and (or) normal operation of that asset. According to
the standard, the fair value of an asset retirement
obligation (ARO liability) should be recogmzed in the
period in which (1) a legal obligation to retire a long-lived
asset exists and (2) the fair value of the obligation based
on retirement cost and settlement date i1s reasonably
estimable. Upon initial recognition of the ARO liability,
the related asset retirement cost should be capitalized by
increasing the carrying amount of the related long-lived
asset.

Sprint’s network is primarily located on leased
property. In the FON Group, a majority of the leased
property has no requirement for remediation at retirement.
The remainder of the FON Group’s leased property and
predominately all of the PCS Group’s leased property do
have remediation requirements. Sprint expects to maintain
the property as a necessary component of infrastructure
required to maintain FCC licensing. The history and
patterns of Sprint’s use, as well as that of our industry,
support a low probability associated with lessor
enforcement of their remediation rights. Based on these
trends and our limited experience in performing
remediation of sites, Sprint estimates the liability
associated with the ultimate disposition of those
requirements to be immatenal.

Adoption of SFAS No. 143 affected the cost of
removal historically recorded by the FON Group’s local
division. Consistent with regulatory requirements and
industry practice, the local division historically accrued

* Verizon Communications Inc., September 30, 2002 Form 10-Q report, page 5, Notes to Condensed Consolidated
Financial Statements, 2. Accounting Changes, Asset Retirement Obligations (emphasis added).
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costs of removal in its depreciation reserves. These costs
of removal do not meet the SFAS No. 143 definition of an
ARO liability. Upon adoption of SFAS No. 143, the FON
Group recorded a reduction in its historical depreciation
reserves of approximately $420 million to remove the
accumulated excess cost of removal, resulting in a
cumulative effect of change in accounting principle credit,
net of tax, in the Consolidated Statements of Operations of
$258 million. The annual impact of this accounting change
on income from continuing operations is an expected
decrease to the FON Group’s 2003 depreciation expense of
approximately $40 million and an increase to 2003
expenses incurred for removal costs of ajpproximately
320 million recognized ratably over the year.*

These companies have been collecting for future cost of removal, but now acknowledge
that they do not have any obligation to spend that money. Therefore, they are recording gains
that collectively approximate $70 billion resulting from prior excess depreciation allowed in
service rates and TELRIC prices. Stmultaneously, they are reducing their financial book
depreciation rates. While the ILECs might say they will then record removal costs as operating
expenses, this presumes that they remove the plant at all. Moreover, it can readily be
demonstrated that the operating expenses they record will be far less than the removal costs
recorded as part of depreciation.

This phenomenon suggests that any wide-scale revamping of the FCC’s depreciation
rules and practices, such as contemplated in the NPRM, must include an examination of the cost

of removal issue. As written, the NPRM has failed to address this very important subject area.

* Sprint Corporation, September 30, 2002 Form 10-Q report, Condensed Notes to Consolidated Financial
Statements, 3. Asset Retirement Obligations (emphasis added).
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VII. THE FCC SHOULD RETAIN A STRAIGHT-LINE DEPRECIATION METHOD

The NPRM focuses on the possible applicability of accelerated and decelerated
depreciation methods as a means to track equipment price changes. “Accelerated depreciation,”
“decelerated depreciation,” and “straight-line depreciation” are types of depreciation methods.
Straight-line depreciation will evenly allocate or charge 50 percent at the midway point of the
life used to calculate depreciation. Generally, accelerated depreciation will allocate or charge
more than 50 percent of the cost of the asset to depreciation in a declining manner by the midway
point of the life, and the opposite is true for decelerated depreciation.

To date, there has been no significant debate concerning the appropriate depreciation
method for telecommunications plant depreciation: the straight-line method is used for both
regulatory purposes and for financial book purposes perhaps because both regulators and the
companies have understood that prices for most telecommunications plant equipment do not
rapidly decline The straight-line method is, and always has been, used for regulatory purposes.*
The straight-line method is also used for financial book purposes, as the following excerpts from
the ILEC 10-Ks show:

SBC Communications Inc.
Property, plant and equipment is stated at cost. ... Property, plant

and equipment is depreciated using straight-line methods over their
estimated economics lives.*’

Qwest Communications International Inc.
Property, plant and equipment 1s carried at cost and is depreciated
using the straight-line group method.*®

*“ It is my understanding that some TELRIC models have an ELG feature. This is usually associated with the
dispersion pattern aspect of depreciation, which the NPRM does not mention. If ELG is used on a single-asset basis,
the effect could be accelerated depending on the shape of the dispersion pattern.

4% SBC Communications Inc., 2002 10-K Report, Notes to Consolidated Financial Statements, Note 1. Summary of
Significant Accounting Policies, Property, Plant and Equipment.
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BellSouth Corporation

The investment in property, plant and equipment is stated at
original cost. ... For plant dedicated to providing regulated
telecommunication services, depreciation is based on the group
remaining life method of depreciation and straight-line rates
determined on the basis of equal life groups of certain categories of
telephone plant acquired in a given year.*’

Verizon Communications Inc.

We record plant, property and equipment at cost. Qur telephone
operations’ depreciation expense is principally based on the
compg}site group remaining life method and straight-line composite
rates.

Sprint Corporation

Property, plant and equipment is recorded at cost. ... The cost of
property, plant and equipment is generally depreciation on a
straight-line basis over estimated economic useful lives.*

There is thus substantial precedent for the use of the straight-line method. There should
therefore be a good reason before there is a change from this method. This is especially so if the
Commission were to move towards greater reliance on the ILECs’ financial books. If it does so,
there would be even less reason to depart from the straight-line method used in those books.

Indeed, there is no strong justification to abandon the straight-line method in any event.

While in theory use of accelerated depreciation could be appropriate where equipment prices are

* Qwest Communications International Inc., 2002 10-K Report, page 91, Notes to Consolidated Financial
Statements, Note 2. Summary of Significant Accounting Policies, Property, Plant and Equipment.

*" BellSouth Corporation, 2002 10-K Report, page 56, Notes to Consolidated Financial Statements, Note A —
Accounting Policies, Property, Plant and Equipment.

* Verizon Communications Inc., 2002 10-K Report, Notes to Consolidated Financial Statements, Note 1 -
Description of Business and Summary of Significant Accounting Policies, Plant and Depreciation.

* Sprint Corporation, 2002 10-K Report, page F-20, Notes to Consolidated Financial Statements,

1. Summary of Significant Accounting Policies, Property, Plant and Equipment.
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to decline,™ decelerated depreciation would then be required where equipment prices increase.
Indeed, the Commission has recognized that prices may go down or up. But if both accelerated
and decelerated depreciation were used to account for such price changes, the result might not be
very different from the straight-line method, while increasing complexity and the opportunity for
manipulation. The evidence suggests in fact that more decelerated than accelerated depreciation
would result if an accurate effort were made to account for equipment price changes.

Appendix B of the Virginia Arbitration Order indicates this in the following current cost
to book ratios, which show that the cost of most telecommunications plant is higher than the cost

on the books presumably because the plant has increased in value from the time it was

purchased.
Decreasing 1/1/02 BOC 1999 C/B
Cost Investment ($M) Ratio
Digital Switching $60,377 9012
Circuit 59,616 9602
Aerial Fiber 2,495 8777
UG Fiber 21,336 8310
Buried Fiber 4,143 9676
$147,967.00
Increasing 1/1/02 BOC 1999 C/B
Cost Investment ($M) Ratio
Network Support $6,057 1.0213
General Support 33,158 1.4917
Poles 5,842 2.3879
Aerial Metallic 27,520 1.6178

*® The Commission states, “with respect to the rate of depreciation, however, we clarified that a carrier may
accelerate recovery of the initial capital outlay for an asset over its life to reflect any anticipated decline in its value.”
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UG Metallic 21,336 1.6412

Buried Metallic 49,557 1.3680

Conduit 18.428 1.8049
$161,898

If depreciation rates were “front-loaded” to fine-tune for expected cost decreases in the
future, they would also have to be “back-loaded” to fine-tune for expected cost increases. Based
on the ratios shown above, switching, circuit and fiber depreciation rates may increase, but the
major outside account depreciation rates would decrease even more than the offsetting increases.
Therefore, the Commission should be aware of the possible unintended consequences of making
changes to depreciation methods to track equipment price changes. Given the offsetting
increases and decreases in price and the difficulty in projecting these, there appears to be no
strong reason to depart from the simpler and traditional straight-line method.

VIII. EARLY RETIREMENTS

Finally, I respond to the NPRM’s question of “under what circumstances would a carrier
retire an asset before the end of its useful life.””>’ The NARUC Public Utility Depreciation
Practices Manual explains that “physical property is subject to forces of retirement [mortality]).
These forces include those related to the property’s physical condition (e.g., wear and tear,
accident), functional obsolescence or inadequacy, or termination of the need or enterprise.”*
Obviously, accidents or poor quality equipment could be causes of early retirements.

The Commission asks whether, if the use of shorter asset lives increases the amount of

cost recovery, is this an appropriate method of reflecting anticipated technological improvements

*' NPRM 1 108.
2 NARUC Manual, page 67.
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that would lower costs?>> I do not believe so, necessarily. The telephone industry has undergone
many technological changes throughout its history. These changes are reflected in actuanal life
studies and my GMT studies as both increases and decreases. Furthermore, it is well accepted
that certain existing technologies will serve to lengthen the lives of existing embedded
technology.

The above question in the NPRM seems to assume that “technological improvements”
necessarily result in the wide-scale and coterminous replacement of all current technology. The
fact may be that such technological improvements reduce the operating costs of existing
technology, and therefore may actually extend lives. DSL, for example, is expected to extend
the life of copper plant.

More generally, the Commission asks whether a reduction in asset lives might be used as
a proxy for changing investment costs.>* The Commission is considering shorter asset lives to
track anticipated changes in equipment prices in the telecommunications market, which would
lead to higher depreciation expense and TELRIC prices.

As a general matter, I believe such changes would lead to a less accurate assessment of
depreciation expense and an unwarranted increase in TELRIC prices. To the extent that the
Commission has independent reasons to increase TELRIC rates, it should not do so by projecting
shorter asset lives. I am opposed to artificial manipulations of depreciation lives to achieve
pricing goals. As I have explained, I recommend economic projection lives for new plant, i.e.,
the average revenue producing life of a new plant addition. Pricing goals might be accomphished

through alternative depreciation methods, but the revenue-producing life should not be changed

* 1d.
** NPRM 1 108.
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merely to achieve a desired answer. I therefore support the Commission’s recognition in the
TELRIC NPRM that, “If UNE prices can be adjusted directly to reflect anticipated equipment
price changes, there may be no need to develop complicated mechanisms for reflecting such
changes in depreciation expense.”” Indeed, artificial and arbitrary adjustments to depreciation
parameters, methods, procedures and techniques is precisely the wrong way to proceed, because
they lead to artificial and arbitrary cost estimates in the TELRIC model.

Finally, the Commission asks whether there is a risk of over-recovery if asset lives are
shortened.”® The answer to this is “yes.” If asset lives are shortened to account for early
retirements that do not materialize, for example, then “over-recovery” or excessive depreciation
will be built into the price. Since TELRIC prices are forward-looking, there is no make-whole
provision for a TELRIC customer. On the other hand, as shown in my discussion of the LEC
industry’s reserve adjustments associated with SFAS No. 143, the ILECs are now recording
gains as a result of prior excess collections from customers. Indeed, as also shown above, the
ILEC reserves are increasing precisely because the FCC projected more retirements than have
happened. Given this experience, there is no basis for assuming even more early retirements.

IX. CONCLUSION

In summary, the FCC’s safe harbor lives are unbiased economic projection lives and
appropriate for use in TELRIC studies. Financial book lives remain inappropriate for TELRIC.
Finally, in my opinion, accelerated depreciation is not necessary. Straight-line depreciation is

used almost universally.

 1d.9 104.
*1d.
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